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Does idiosyncratic risk matter?
Recent (hot) debate on relation between idiosyncratic volatility and (subsequent) stock returns Ang et al, 2009 High idiosyncratic volatility & low returns Doesn't mean that idiosyncratic volatility is associated with lower corporate performance! Can mean that if idiosyncratic volatility is a risk factor for under-diversified investors (Merton, 1987) it may not be correctly priced; but this is refuted by Fu (2009) ; expected idiosyncratic volatility should be used instead of realized volatility (using conditional/ EGARCH model) In fact, idiosyncratic volatility is associated with higher valuation and high past returns Stock underperformance due to reversal (in particular, unanticipated earnings reversal) Demsetz and Lehn (1985) 9 Data/Methodology Control variables FREQ = ratio of trading volumes to the firm's market capitalization. SIZE = natural logarithm of total assets. Financial leverage = ratio of shareholders' equity to total asset (EQTY) rather than the ratio of long-term debt to total assets due to missing data. Operating leverage (FIXED) = ratio of fixed to total assets. Dividend policy = dividend to equity ratio (DIVEQTY). Growth options = MBVA, market to book value of assets Profitability = operating earnings to total assets (ROA 
